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1. INTRODUCTION
On 1 May 2004, the European Union (EU) wel-
comed ten new countries, in what represents the
largest enlargement in its history: the Czech Re-
public, Estonia, Cyprus, Latvia, Lithuania, Hun-
gary, Malta, Poland, Slovakia and Slovenia, thus
raising to 25 the total number of Member States
forming the EU. As a result of this enlargement,
the size of the EU in terms of the number of inhab-
itants increased by approximately 19 per cent, and
the EU market is now composed of around 456
million consumers. However, the impact of the ac-
cession of the new Member States on EU output
level was considerably lower, accounting for an in-
crease below 5 per cent of nominal Gross Domestic
Product (GDP), measured in current exchange
rates. The discrepancy between the effect of en-
largement on total population and on the aggre-
gate level of output of the EU reflects the differ-
ences between the average level of economic de-
velopment in old and new Member States.
In order to join the EU, the new Member States
had to comply with a number of political, eco-
nomic and institutional conditions, referred to as
Copenhagen Criteria. These criteria, agreed in
1993, consist of three requirements: the existence
of a stable democracy guaranteeing the respect for
human rights and the protection of minorities, a
market economy able to cope with competitive
pressures and market forces within the EU, and fi-
nally the ability to take on the obligations of EU
membership, including adherence to the aims of
political, economic and monetary union. In the
run-up to EU membership, the new Member
States made significant progress in the three areas
envisaged in the criteria. The changes were partic-
ularly pronounced in Central and Eastern Euro-
pean economies, which, in the late 1980s, started
the transition process from centralised economies
to market-oriented economies, in the wake of the
fall of the socialist regime. The transition process
involved significant economic adjustments, which
were reflected in the reorganisation of the produc-
tive structure, increasing openness of their econo-
mies vis-à-vis the rest of the world in terms of
trade and capital flows, and the restructuring of
the banking sector in tandem with the implemen-
tation of a new institutional framework of the
economy. Progress made by the new Member
States during this period benefited from the strong
boost of EU accession prospects, which have con-
tributed to generate strong national consensus in
these countries around the transformation process.
By joining the EU, the new Member States be-
came also members of Economic and Monetary
Union (EMU) with a derogation. This means that
they must take the necessary measures in order to
participate in the euro area in the future. Similarly
to other countries that are now part of the euro
area, the adoption of the single currency by the
new Member States will be subject to compliance
with the Maastricht Criteria. For this purpose, the
new EU Member States must carry on the macro-
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** Economic Research Department.economic stabilisation effort pursued over recent
years, while simultaneously fostering the real con-
vergence process.
This article analyses the economic situation of
the new Member States as at the date of their inte-
gration into the EU and discusses the major chal-
lenges faced at this new stage. Section 2 reviews
progress made in terms of real and nominal con-
vergence by the new Member States vis-à-vis the
other EU countries (EU-15) and the degree of inte-
gration of the two groups of countries, in particu-
lar as regards trade and capital flows. Section 3 fo-
cuses on the major challenges faced by the new
Member States in the pursuit of macroeconomic
stability and real convergence, within the scope of
their integration into the EU. Section 4 draws con-
clusions.
2. THE ECONOMY OF THE NEW MEMBER
STATES
(1)
Over the past few years, the new Member
States made significant progress in terms of real
and nominal convergence vis-à-vis the EU-15 aver-
age. Overall, these countries maintained relatively
high economic growth rates and registered im-
provements in terms of the disinflation process. In
most EU Member States, however, the situation in
the public sector continues to be a source of mac-
roeconomic vulnerability, pointing to the need of
further budget consolidation efforts.
Accession to the EU was also preceded by
growing integration between the economies of the
new Member States and the other EU countries, in
terms of trade and direct investment flows.
2.1. REAL CONVERGENCE AND STRUCTURAL
ISSUES
Over the last decade, the annual average GDP
growth rate in the new Member States stood above
the average observed in EU-15 countries (Table 1).
Even in the most recent 2001-2003 period that was
marked by economic slowdown in the EU, eco-
nomic growth remained sustained in most new
Member States which, as a whole, continued to
grow at a faster pace than EU-15 countries. In
2004, GDP per capita in the new Member States,
measured in Purchasing Power Standards (PPS),
was equivalent to around 50 per cent of average
GDP per capita in EU-15, which corresponds to
approximately 10 percentage points more than in
1993 (Chart 1). Convergence vis-à-vis the EU-15 as
a whole was more marked, on average, in the
countries that were farther way from the EU-15
average, evincing a catching up phenomenon.
However, sharp differences continue to persist in
individual terms(2).
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(Annual average growth rate, in volume)
1995-1997 1998-2000 2001-2003 2004
Poland ............ 6 . 6 4 . 3 2 . 1 5 . 8
Czech Republic..... 3 . 1 1 . 3 2 . 4 3 . 8
Hungary........... 2 . 5 4 . 7 3 . 5 3 . 9
Slovakia ........... 5 . 5 2 . 6 4 . 1 4 . 9
Slovenia ........... 4 . 2 4 . 3 2 . 8 3 . 9
Lithuania .......... 5 . 0 3 . 2 7 . 6 7 . 1
Cyprus ............ 3 . 6 4 . 8 2 . 7 3 . 5
Latvia ............. 3 . 7 5 . 0 7 . 3 7 . 5
Estonia ............ 6 . 5 4 . 3 6 . 3 5 . 9
Malta.............. 5 . 0 4 . 7 -0.1 1.0
EU-15 ............. 2 . 2 3 . 1 1 . 2 2 . 3
Sources: European Commission and Eurostat.
Chart 1
GDP PER CAPITA
IN PURCHASING POWER STANDARDS:









































































































2004Economic reforms and changes in new Member
States have led the sectoral structure of economic
activity in these countries to become closer to that
of the other EU Member States, as the share of the
services sector increased to the detriment of the
shares of the agricultural and industrial sectors
(Table 2). However, the differences between the
two groups of countries are more marked in what
regards to the breakdown of employment by sec-
tor of activity, which points to a long lag between
both groups in terms of labour productivity, par-
ticularly in the agricultural sector.
Unemployment rates in most new Member
States stand at relatively high levels and are, on
average, higher than those observed in EU-15
countries, notwithstanding significant differences
in individual terms (Table 3). The high unemploy-
ment levels recorded in these countries are, in
part, the result of the sectoral restructuring pro-
cess of economic activity that occurred in recent
years and of the transition to market-oriented
economies, which may have contributed to create
a competence mismatch between labour supply





The macroeconomic stabilisation efforts carried
out by the new Member States in the run-up to EU
accession were also reflected in nominal conver-
gence vis-à-vis EU-15 countries.
In 2003, before the enlargement, average infla-
tion in the new Member States as a whole, mea-
sured by the Harmonised Index of Consumer
Prices, stood at a level similar to that of average in-
flation in EU-15 countries (Chart 2). In spite of the
increase in the inflation rates in some countries in
2004, current inflation levels in the new Member
States are rather low, particularly when compared
with the earlier years of the transition process,
when, in the wake of the gradual elimination of
administered prices and quantitative declines in
supply, prices underwent significant readjust-
ments. In the mid-1990s, excluding Cyprus and
Malta that did not went through the same transi-
tion process, most other new Member States still
recorded double-digit inflation rates. A determin-
ing factor behind the success of the disinflation
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(2) Among the new countries that joined the EU, only Cyprus and
Slovenia have levels of GDP per capita that stand within the
distribution range of the GDP per capita of the EU-15. At the
other extreme of the ranking is Latvia, with the lowest level of
GDP per capita among current EU Member States, accounting
for approximately one fifth of the highest GDP per capita re-
corded in Luxembourg.
Table 2
VALUE ADDED AND EMPLOYMENT BY SECTOR SECTOR OF ACTIVITY
(2003)
Value added(1) Employment(2)
(As a percentage of the total) (As a percentage of the total)
Agriculture Industry Services Agriculture Industry Services
Poland.................. 3 . 0 30.7 66.4 18.4 28.6 53.0
Czech Republic .......... 2 . 8 37.9 59.3 4.5 39.4 56.1
Hungary ................ 3 . 7 30.2 66.1 5.8 31.9 62.3
Slovakia................. 3 . 9 32.0 64.0 4.4 34.1 61.5
Slovenia................. 2 . 6 35.8 61.6 10.9 36.9 52.3
Lithuania ............... 6 . 2 31.9 61.9 17.8 28.0 54.1
Cyprus ................. 4 . 3 20.2 75.6 9.1 20.7 70.2
Latvia .................. 4 . 3 22.8 72.9 13.4 25.8 60.8
Estonia.................. 4 . 4 28.1 67.5 6.1 32.3 61.5
Malta ................... 2 . 3 27.2 70.5 1.9 34.3 63.7
EU-15................... 2 . 0 26.7 71.3 4.0 24.6 71.4
Sources: European Commission and Eurostat.
Notes:
(1) The latest available data for Hungary refer to 2002.
(2) The latest available data for Poland and Cyprus refer to 2000.process in the new Member States was the authori-
ties’ steady commitment to reducing inflation,
within the scope of the new institutional frame-
work of monetary policy arising in the course of
the transition process(3). Another element that may
have also been relevant for the decline in inflation
was the increased financing capacity of the fiscal
deficit in these countries, made possible both by
the introduction of market-tradable Treasury debt
instruments and by privatisation proceeds, which
reduced the expectations of monetary financing of
deficits and, consequently, led to a decline in infla-
tion expectations(4). Currently, following the disin-
flation process observed in recent years, the new
Member States reveal different inflation levels,
which stem from country-specific factors(5).
Progress in terms of nominal convergence is
also evident in the evolution of interest rates. In re-
cent years, interest rates in the new Member States
have decreased from still relatively high levels at
the end of the 1990s to levels close to those seen in
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account(2) (Rate of change in
volume)
Poland...................... 5 . 8 19.0 3.5 -5.6 47.7 -2.6
Czech Republic .............. 3 . 8 8 . 3 2 . 8 -4.8 37.8 -6.1
Hungary .................... 3 . 9 5 . 8 6 . 9 -5.5 59.7 -8.7
Slovakia .................... 4 . 9 18.4 7.7 -4.0 44.5 -2.9
Slovenia .................... 3 . 9 6 . 3 3 . 9 -2.3 30.8 -0.2
Lithuania ................... 7 . 1 11.4 1.2 -2.5 20.9 -8.7
Cyprus ..................... 3 . 5 4 . 2 2 . 5 -5.3 73.6 -4.5
Latvia ...................... 7 . 5 9 . 9 6 . 8 -2.0 14.8 -9.9
Estonia ..................... 5 . 9 9 . 7 3 . 4 0 . 5 4 . 8 -13.0
Malta....................... 1 . 0 8 . 6 3 . 7 -5.1 72.5 -4.0




(2) As a percentage of GDP.
(3) Inflation measured by the Harmonised Index of Consumer Prices.
(3) Poland and the Czech Republic followed an inflation-targeting
framework; Hungary, Slovenia and Slovakia had an explicit
price stability target; the other countries had pegs to other cur-
rencies or currency baskets with lower inflation rates.
(4) See Wachtel and Korhoen (2004) for a broader discussion on
the disinflation process in transition countries.
(5) In 2003, for example, Slovakia recorded the highest inflation
rate in EU-25, due to the effect of the liberalisation of adminis-
tered prices in the course of the year, while in Lithuania the
consumer price index fell, as a result of the appreciation of the
euro vis-à-vis the dollar.
Chart 2












































































































(a) Inflation was measured by the Consumer Price Index,
due to the limited availability of data for the Harmo-
nised Index.the other EU countries. This decline was observed
in both shorter and longer-terms (Charts 3 and 4).
From early 1999 to late 2003, the three-month in-
terest rate spread vis-à-vis the EU-15 average nar-
rowed by approximately 8 percentage points to
around 3 percentage points in the new Member
States as a whole, whereas the implicit spread of
ten-year Treasury bond yields recorded a down-
ward trend standing below 2 percentage points in
nearly every country in 2003. The evolution of in-
terest rates in recent years reflected, on the one
hand, the macroeconomic stabilisation achieved in
the new Member States, particularly the control of
inflation and the decline in inflationary expecta-
tions and, on the other hand, the expectations re-
garding the participation of these countries in the
EU. The combination of such factors has contrib-
uted to improve the assessment of these countries
by international investors (Chart 5), thus increas-
ing access to capital markets and reducing risk
premia.
Since the introduction of the euro on 1 January
1999, the currencies of the new Member States
have followed different trends vis-à-vis the single
European currency (Chart 6). In addition to coun-
try-specific political and macroeconomic develop-
ments, the diverse exchange-rate trends observed
vis-à-vis the euro have also been influenced by the
fact that the new Member States followed rather
different exchange-rate regimes, and by the ex-
change-rate changes introduced in each country
(see Box). After EU accession, Estonia, Lithuania
and Slovenia joined the Exchange Rate Mechanism
II (ERM II) on 27 June 2004. Therefore, the central
parity of the currencies in these countries is now
fixed against the euro, and the market rate may
fluctuate within a ±15 per cent fluctuation band
around the central parity. On 1 January 2005, Lat-
via pegged its currency to the euro, which re-
placed the SDR as the reference currency of the ex-
change rate regime, with a ±1 per cent fluctuation
margin around the central parity. The EU Treaty
establishes the compulsory adoption of the euro in
new Member States as soon as the required criteria
are complied with. It is therefore expected that all
new Member States will eventually participate in
ERM II, given that foreign exchange stability
within this system for a two-year period is one of
the relevant criteria.
Turning to public sector finances, the imbal-
ances observed in most new Member States point
to the need for further fiscal consolidation efforts.
In 2004, most new Member States recorded fiscal
deficits above the average deficit of the EU-15
countries as a whole (Table 3). In turn, average
public debt in these countries was lower than in
the other EU Member States. In individual terms,
nevertheless, there are considerably different reali-
ties in terms of the situation of public finances. In
2004, while the fiscal balance and the public debt
in the Baltic countries(6) and Slovenia were consis-
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Chart 3
THREE-MONTH MONEY MARKET INTEREST
























































































(a) No data is available for Slovenia, Latvia and Estonia.tent with the reference values established in the
EU Treaty, the European Council decided that ex-
cessive fiscal deficits existed in Poland, the Czech
Republic, Hungary, Slovakia, Cyprus and Malta.
Excluding Slovakia, all these countries posted a
strong deterioration of public accounts over the
last three years, which was reflected in the sharp
increase in the debt ratio and in the deterioration
of the fiscal deficit (Chart 7). The deterioration of
government fiscal positions in most new Member
States was related to the macroeconomic slow-
down, in some cases, but also to the adoption of
expansionary fiscal policies. On the other hand,
the decrease in interest rates made it possible to re-
duce government debt financing costs, wherefore,
in spite of the widening of the debt ratio in some
countries, interest expenditure in general was not
aggravated. Against this background, the increase
in government deficit was chiefly the result of the
deterioration in the primary fiscal balance.
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Chart 5
STANDARD & POOR’S RATING FOR LONG-TERM
TREASURY BONDS DENOMINATED IN
FOREIGN CURRENCY





























































































1999 2004 2000 2003 2002 2001 2005
Source: Eurostat.
Note:
(a) An increase corresponds to an appreciation vis-à-vis
the euro.
Chart 7
CHANGE IN FISCAL DEFICIT AND PUBLIC DEBT







































































































Fiscal deficit Public Debt
Source: European Commission.
(6) Estonia, Latvia and Lithuania.2.3. INTEGRATION WITH THE EUROPEAN UNION
Throughout the 1990s, there was an increasing
integration between the economies of the new
Member States and the other EU countries, fos-
tered by the strengthening of trade between the
two groups of countries and by the increased
flows of foreign direct investment from the EU to
the new Member States.
The EU gained an increasing weight in the ex-
ternal trade of the new Member States and became
the major trading partner of that group of coun-
tries. From 1993 to 2003, the share of EU-15 in
trade in goods of the new Member States in-
creased by approximately 7 percentage points to
around 63 per cent (Chart 8). According to data
available for 2003, the relevance of EU-15 in the ex-
ternal trade of the new Member States ranges be-
tween 37 per cent of total trade in goods in Cyprus
and 68 per cent in Slovenia and Poland. In turn,
during the same period, the new Member States
have also increased their share in EU-15’s external
trade. The share of the new Member States in ex-
tra-EU-15 imports increased from 5.6 per cent in
1993 to 11.6 per cent in 2003. In terms of EU-15’s
total trade in goods (imports and exports), exclud-
ing intra-EU trade, the share of the new Member
States went up from 6.4 per cent of the total in
1993 to 12.4 per cent in 2003.
Trade between the new Member States and the
EU-15 was boosted by the prospects of EU acces-
sion as well as by the gradual elimination of barri-
ers to trade between the two groups of countries
during the 1990s, through a number of trade
agreements - the so-called Europe Agreements -
that envisaged a gradual liberalisation of trade be-
tween the EU and candidate countries.
Liberalisation was first focused on manufactured
goods and involved a swifter reduction of barriers
by the EU than by the new Members(7).
Liberalisation in trade in agricultural products oc-
curred at later stage and at a more gradual space.
The full elimination of barriers to trade in these
products was only completed on the date of acces-
sion of the new Member States(8).
In the case of former central planned econo-
mies, the increase in trade with the EU was partic-
ularly significant during the first years of the tran-
sition process, as the adoption of market economy
rules and the changes in the political regime in-
creased the openness to trade in these countries(9)
and led to the reorientation of trade with the for-
mer Soviet Union towards EU-15 countries.
Taking into account total exports and imports of
goods and services in the eight new Member
States classified as transition economies, the aver-
age degree of openness to international trade(10)
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(7) See EBRD (2003).
(8) See De Nederlandsche Bank (2004).
Chart 8
SHARE OF THE EUROPEAN UNION IN
THE EXTERNAL TRADE OF
THE NEW MEMBER STATES
(GOODS)
(9) The sole exception among these countries is Slovenia, which
was not part of former Soviet Union block and had, in the
mid-1990s, a high degree of openness to trade.
(10)The average degree of openness to trade corresponds to the
simple mean of the individual degrees of openness. For each
country, the degree of openness to trade was calculated as the
ratio of the total value in euro of exports and imports of goods
and services to GDP measured in PPS vis-à-vis the euro, fol-
lowing the methodology suggested by Berg and Krueger
(2003). Using the PPS instead of the current exchange rate to
convert the GDP in each country to euro has two advantages.
On the one hand, it makes it possible to obtain static compari-
sons in time between countries that are in different develop-
ment stages and, therefore, may have quite different prices for
non-tradable goods. On the other hand, it also avoids that
intertemporal comparisons for a given country, as a result of
the Balassa-Samuelson effect, lead to a counter-intuitive de-
crease in the indicator of openness to international trade due to
the increase in productivity in the tradable goods sector in the













































































































Source: International Monetary Funddoubled, between 1993 and 2003, to approximately
64 per cent of GDP measured in PPS (Chart 9).
In the run-up to EU enlargement, the new
Member States also introduced a gradual
liberalisation of capital movements that was nearly
finished by the date of accession(11). The process of
liberalisation of capital movements in new Mem-
ber States was followed by a strong increase in di-
rect investment flows between these countries and
the rest of the world, in particular after the second
half of the 1990s. In 2002, total direct investment
flows had nearly tripled vis-à-vis 1995, reaching
approximately   25.8 billion (Chart 10). In terms of
composition, and despite the significant two-way
increase in investment flows between the new
Member States and abroad, more than 90 per cent
of total flows correspond to foreign direct invest-
ment in the new Member States.
The new Member States proved to be rather at-
tractive countries for foreign direct investment.
Available data for the Inward Foreign Direct In-
vestment Performance Index of the United Nations
(Table 4) shows that these countries have suc-
ceeded in capturing relatively high levels of for-
eign direct investment flows relative to the size of
their economy, during the second half of the 1990s,
showing on average a better performance than the
EU-15 countries and other developing econo-
mies(12).
The sharp increase in the volume of direct in-
vestment flows to the new Member States, in the
course of the process of liberalisation of capital
movements, was the result of important unex-
plored investment opportunities in those coun-
tries. When compared with other developing
countries and emerging markets, the new Member
States, except Cyprus and Malta, recorded low
levels of foreign direct investment stocks in the
early 1990s (Chart 11) that rapidly caught-up to
levels close to those recorded in the other coun-
tries. Among the favourable conditions behind for-
eign direct investment in the new Member States,
it should be stressed the role of low labour costs(13)
(Chart 12), the relatively high education level of
the population vis-à-vis other economies in identi-
cal development stages, the privileged geograph-
ical location due to the vicinity if industrialised
economies, when compared with Asian and Latin
American economies, as well as the need for mod-
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(11)There are presently some limitations to the purchase of real es-
tate by non-residents, that will be in force during the transition
periods established for each country, within the scope of the
accession negotiations. For detailed information on restrictions
on capital flows see De Nederlandsche Bank (2004).
(12)See also United Nations (2003).
(13)In 2001, average unit labour costs for the new Member States as
a whole corresponded to approximately 22 per cent of the aver-













































































































































Sources: International Monetary Fund and Eurostat.ernisation of productive structures inherent on the
transition process. In addition, the improvement
in the competitive environment, the progress
made in the creation of market economies in tran-
sition countries, together with the prospects of EU
membership and the stabilisation of macroeco-
nomic policies and conditions, have improved in-
ternational investors’ assessment of these coun-
tries, thus contributing to increase foreign direct
investment. The increasing openness to direct in-
vestment flows also resulted in a higher integra-
tion of the economies of the new Member States
with the EU-15 countries. According to the geo-
graphical breakdown of direct investment flows
received by the new Member States in 2002, EU-15
countries were the major investors in the region,
and accounted for around 84 per cent of total for-
eign investment in that year. In the same period,
the new Member States received approximately 12
per cent of total direct investment of EU-15 coun-
tries outside the EU.
3. CHALLENGES
Over more than a decade marked by changes
related to the process of transition to market econ-
omies, by increased trade with the rest of the
world and the subsequent liberalisation of capital
movements, the new Member States succeeded in
increasing the integration of their economies with
the other EU countries. EU membership does not
mark the culmination of this process but rather the
beginning of a new stage of integration of those
Banco de Portugal / Economic Bulletin / Spring 2005 65
Articles
Chart 11
FOREIGN DIRECT INVESTMENT STOCKS
IN THE NEW MEMBER STATES
Table 4
INWARD FOREIGN DIRECT INVESTMENT
PERFORMANCE INDEX(1)
1993-1995 1998-2000 2001-2003
Poland...................... 2 . 2 1 . 4 1 . 2
Czech Republic .............. 3 . 1 2 . 7 3 . 9
Hungary .................... 6 . 8 1 . 2 2 . 3
Slovakia .................... 1 . 5 1 . 4 4 . 0
Slovenia .................... 0 . 8 0 . 2 1 . 6
Lithuania ................... 1 . 0 1 . 6 1 . 5
Cyprus ..................... 1 . 0 1 . 9 3 . 2
Latvia ...................... 4 . 2 1 . 6 1 . 8
Estonia ..................... 5 . 0 2 . 4 4 . 1
Malta....................... 4 . 1 4 . 6 1 . 0
Developed Countries ......... 0 . 8 1 . 0 0 . 9
EU-15 ..................... 1 . 1 1 . 6 1 . 9
Developing Countries ........ 2 . 0 1 . 0 1 . 3
Latin America.............. 1 . 6 1 . 4 1 . 4
Asia ...................... 2 . 3 0 . 9 1 . 2
Source: United Nations.
Note:
(1) The Inward Foreign Direct Investment Performance Index is
calculated as the ratio of world flows of foreign direct invest-
ment received by each country to the contribution of that
country to world GDP. Thus, a figure above the unity means
that the country in question receives a share of direct invest-

















































































































































































































































































































































(a) Hourly labour costs were measured in Purchasing
Power Standards in order to eliminate the effect of the
changes in the exchange rate of national currencies
vis-à-vis the euro.countries into the European project. In this new
stage of European integration, the new Member
States are expected to step up their efforts to com-
ply with the Maastricht criteria, with a view to
their participation in the euro area, while pursuing
on a path of sustained economic growth and real
convergence vis-à-vis the other EU countries, in
order to consolidate the progress made in this
field. Against this background, the conduct of eco-
nomic policy in those countries faces a number of
challenges. In addition to the challenges associated
with the completion of the disinflation process and
with managing the deepening of monetary inte-
gration into the EU, these economies will have to
cope with the challenges resulting from the public
sector imbalances and the external financing re-
quirements of their economies.
3.1. EXTERNAL IMBALANCES
The new Member States record deficits in the
current account (Table 3), which are particularly
high in the Baltic countries, Hungary and the
Czech Republic. These imbalances tend to reflect
the real convergence process, since the more at-
tractive returns on investment projects in these
countries lead to a high level of investment, when
compared with domestic savings rates, and the
difference is offset by capital inflows under the
form of foreign direct investment or other forms of
financing from abroad.
The analysis of the recent trend of external im-
balances reveals that most new Member States
showed a widening trend of the current account
deficit during recent years, thus reversing the nar-
rowing trend of external imbalances observed in
the 1998-2000 period (Chart 13). The deterioration
of the current account in most countries was due
to the rapid growth of bank credit, associated with
the financial liberalisation process, and to the
adoption of expansionary fiscal policies that led to
an increase in imports.
In parallel with the deterioration of the current
account deficit, the composition of foreign capital
flows received by the new Member States
changed. The process of transition to market econ-
omies and the prospective EU membership made
it possible for new Member States to attract high
levels of capital inflows, in particular since the sec-
ond half of the 1990s, countering the general
downward trend of private capital flows to emerg-
ing market economies in the wake of the Asian cri-
sis in 1997. Foreign direct investment flows ac-
count for a significant share of total capital flows
received by the new Member States. From 1995 to
2000, net foreign direct investment flows received
by the new Member States increased by approxi-
mately   9.0 billion to around   18.7 billion in 2000,
reaching their peak in that year (Chart 14). In addi-
tion to structural factors that favoured foreign in-
vestment, described in section 2.3, the marked in-
crease in direct investment during this period was
also driven by the temporary effect of the
privatisation process in the new Member States, in
particular the banking sector privatisation, that
provided an opportunity for the establishment of
foreign banks in those countries. Recently, the
structure of capital flows received by the new
Member States has been changed towards an in-
crease in debt-generating flows, to the detriment
of net foreign investment inflows(14). This change
in the breakdown of capital flows was due, on the
one hand, to the fact that the banking sector
privatisation had already been concluded in the
previous period and, on the other hand, to the in-
crease in public sector borrowing requirements as-
sociated with the deterioration of the fiscal situa-
tion, which was reflected in the issue of debt secu-
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Chart 13
THE CURRENT ACCOUNT DEFICIT








































































































(a) Excluding Malta due to the limited availability of data.rities partly acquired by foreign investors. There-
fore, since 2001, foreign investment flows to the
new Member States have been on a downward
path, to stand in 2003 at approximately   8.0 bil-
lion, whereas the volume of other capital flows
have been on the upside.
Against the background of persisting high defi-
cits in the current account and an upward trend in
the share of external financing through short- and
medium-term capital flows, concerns may emerge
as to the sustainability of the current account in
the medium-term and the increased exposure to fi-
nancial market volatility.
In the case of the new Member States, these
risks are mitigated by the fact that a significant
share of those capital flows correspond to banking
sector flows, since the financial system in those
countries is controlled by banks predominantly
held by financial institutions having their head of-
fice in EU-15 countries. Thus, the volatility of debt
flows associated with the banking sector is ex-
pected to be lower than in the case of flows per-
taining to the other sectors of the economy. In turn,
in spite of the decrease in the volume of foreign di-
rect investment flows recorded over past years,
presently, the current account deficit continues to
be mostly offset by that type of flows (Chart 15).
Therefore, as long as the new Member States are
able to attract further foreign direct investment
flows, maintain an upward trend in terms of po-
tential output growth of their economies and, si-
multaneously, control the public sector borrowing
requirements, the risks arising from external im-
balances will remain under control.
Since foreign direct investment flows are driven
by real investment opportunities, they tend to pro-
vide a higher degree of protection of the econo-
mies against financial markets volatility, when
compared with the other capital flows. Due to
their nature, direct investment flows are based on
a long-term investment perspective, and are there-
fore less reversible than other flows, thus provid-
ing more stability. On the other hand, foreign di-
rect investment flows also have some advantages
vis-à-vis external-debt generating flows, as re-
gards to the evolution of their value and profitabil-
ity throughout the economic cycle. Whereas for-
eign direct investment profitability depends on
real investment profitability and is therefore
pro-cyclical and contingent on the performance of
the economy, the external debt service and the
debt value, in turn, tend to increase in crisis peri-
ods usually characterised by a decline in output
and devaluation of the exchange rate. Therefore,
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Chart 14
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(14)For a more detailed analysis of the breakdown of capital flows
received by the new Member States see Baudino et al. (2004).
Source: International Monetary Fund.financing the current account through foreign di-
rect investment flows tends to reduce the vulnera-
bility of the economy to financial account crisis. In
addition, foreign direct investment flows have an
important contribution to the sustainability of eco-
nomic growth and to the real convergence process,
since they allow to import and spread the use of
new technologies and management techniques,
with positive impacts on productivity, and give
rise to dynamic effects on activity that feed
through the rest of the economy. This advantage
of direct investment flows is particularly relevant
for the new Member States, given that investment
levels in these countries are still low when com-
pared with other OECD countries(15) and there is
the need to replace obsolete capital and update
technologies.
3.2. FISCAL DISCIPLINE
Another major challenge that lies ahead in the
new Member States is related to the imbalance of
public sector accounts, given that, in addition to
the recent deterioration of public finances, these
countries will also have to cope with a number of
factors liable to generate additional pressures on
the fiscal situation in the coming years. Some of
these factors are also shared by other Member
States. In effect, the new Member States, despite
standing at a different development stage from
that of the EU-15 countries, present similar levels
of public expenditure as a percentage of GDP and
face identical fiscal challenges in terms of the ef-
fects of population ageing on health expenditure
and pension system expenditure. However, in the
case of the new Member States, there are also
other factors that may lead to increased tensions
on the fiscal situation, such as the expected decline
in privatisation proceeds during forthcoming
years and important contingent responsibilities in
the public sector that are not reflected in official
statistics. On the other hand, accession to the EU is
also likely to have additional effects that may be
felt in the course of forthcoming years, since it will
involve the participation of the new Member
States in the community budget, the national
co-financing of investment projects supported by
the EU, the implementation of the acquis
communautaire related to fiscal harmonisation is-
sues and compliance with several rules and regu-
lations that may have an impact on public sector
finances(16).
Controlling government finances is particularly
relevant not only on account of macroeconomic
stabilisation and sustainability of public debt, but
also because it constrains compliance with two of
the relevant criteria for the future adoption of the
euro by the new Member States. In effect, main-
taining a deterioration trend of public finances,
such as that recently observed, would tend to limit
the use of fiscal policy as an instrument of macro-
economic stabilisation and could lead to a sus-
tained increase in the public debt ratio as a per-
centage of GDP, with the corresponding costs in
terms of public sector financing. In addition, per-
sistently high budget deficits could also give rise
to adverse effects on inflation and exchange rate
stability.
In this context, the implementation of further
budget consolidation efforts is expected to be one
of the major priorities in the coming years, particu-
larly in the new Member States that are in an ex-
cessive deficit situation. It should be stressed that
some countries have already taken some measures
in that direction, and have started the pension sys-
tem reform process.
3.3. INFLATION
In the wake of the disinflation process, most
new Member States have succeeded in reaching
inflation levels close to those recorded in devel-
oped countries overall. However, there are several
upward pressures on prices in the new Member
States that may lead to a widening of the inflation
differential between those countries and the EU-15
countries and pose challenges to the conduct of
economic policy.
Upward effects over the price level are ex-
pected in the new Member States during the first
years of EU membership, as a result of fiscal har-
monisation in matters for which these countries
benefit from transition periods established within
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(15)See EBRD (2003).
(16)For an estimate of the medium-term effects of EU membership
on the fiscal balance of the new Member States see CESifo
(2004).the scope of accession negotiations. Among these
are measures such as the levelling off of customs
duties vis-à-vis those levied in the other EU coun-
tries, the harmonisation of the Value Added Tax
with the levels established in the acquis
communautaire and the introduction of the inter-
vention system in prices of agricultural products
defined in the Common Agricultural Policy(17).
On the other hand, the increase in administered
prices associated with the conclusion of the price
liberalisation process in sectors where prices were
significantly below production costs, such as in the
case of heating services, is likely to be reflected in
a positive effect on inflation in the new Member
States.
Another possible source of inflation risks in the
new Member States could be the absence of fiscal
consolidation in the coming years, particularly in
countries that are currently registering high public
sector deficits. The possible persistence or deepen-
ing of imbalances in public accounts could be re-
flected in a deterioration of investors confidence
and, thus, lead to an increase in inflationary pres-
sures and exchange rate volatility in those coun-
tries, hindering the management of monetary pol-
icy in the new Member States.
The new Member States are also subject to
pressures on the price level that are due to the
Balassa-Samuelson effect, associated with the real
convergence and structural adjustment process in
which they are involved. Transition to market
economy rules and the growing openness in terms
of trade and foreign direct investment have led to
an increasing exposure of the tradable goods sec-
tor of the new Member States to international com-
petition. Under these conditions, as a result of the
Balassa-Samuelson effect(18), the real convergence
process tends to bring the price levels in the new
Member States closer to the levels recorded in the
EU-15 countries, leading to a real appreciation of
the currency. Taking into account that the impact
on inflation implied by the Balassa-Samuelson ef-
fect depends on the degree of adjustment of the
nominal exchange rate in each country, the objec-
tive of price stability may eventually not be com-
patible with exchange rate stability.
3.4. MONETARY INTEGRATION
The deepening of monetary integration with
the EU also poses challenges to the new Member
States in terms of the pace of integration and the
management of monetary policy during the transi-
tion period.
In the context of high capital mobility, capital
flows into the new Member States may rise
sharply during the economic convergence process
and the preparation for the adoption of the euro,
especially shorter-term capital associated with
profit opportunities triggered by speculative activ-
ities, within the scope of the so-called convergence
plays. In these circumstances, by increasing de-
mand for domestic assets, excess capital inflows
could lead to increases in asset prices at a rate well
above the pace of growth of the economy and thus
to speculative bubbles, thereby contributing to the
weakness of the financial system. Likewise, a
sharp increase in domestic credit, by triggering a
fast expansion of domestic demand for consumer
and investment goods, could lead to the overheat-
ing of the economy, with a marked increase in in-
flation.
Macroeconomic stabilisation under these condi-
tions may create serious difficulties to pol-
icy-makers during the run-up to the adoption of
the euro. If, on the one hand, increasing the inter-
est rate could contribute to reduce the overheating
of the economy, on the other hand, it would foster
higher short-term capital inflows associated with
convergence plays, in a context of high capital mo-
bility.
The deepening of monetary integration with
the EU also poses challenges to the new Member
States as to changing the exchange rate regimes
with a view to comply with the exchange rate cri-
terion and with regard to the pace of integration.
On the one hand, premature participation in the
ERM II may impose an excessive limitation to ex-
change rate flexibility in the new Member States.
In overheating situations, nominal and real appre-
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(17)For further information on the implementation of Common
Agricultural Policy in the new Member States see European
Commission (2004).
(18)The price level increase described by the Balassa-Samuelson ef-
fect results from the fact that the rise in productivity in the
tradable goods sector during the catching up process leads to
wage growth in this sector that, due to labour mobility be-
tween both sectors, also triggers higher wages in the
non-tradable goods sector, where the differential in productiv-
ity growth vis-à-vis other countries is narrower.ciation of the exchange rate may be important for
macroeconomic stabilisation purposes in the new
Member States, considering the difficulties raised
by the use of interest rates previously mentioned.
Exchange rate flexibility is also necessary to har-
monise the compliance with the Maastricht infla-
tion criterion in the new Member States with the
upward pressures on the price level expected to
take place in these countries. On the other hand,
participation of the new Member States in the
ERM II without a prior adequate synchronisation
of the economic cycles with the euro area may trig-
ger difficulties in the management of exchange
rates, if there are no other economic policy instru-
ments that can be effectively used for macroeco-
nomic stabilisation purposes in the new Member
States, with special emphasis to the stabilisation
role of fiscal policy. Finally, it is worth mentioning
that exchange rate stability during participation in
the ERM II also depends on the appropriate choice
of the central parity for the exchange rate. This
choice should reflect the economic fundamentals
and an appropriate assessment of the factors that
may cause predictable pressures on the exchange
rate in the new Member States, such as the catch-
ing-up process and the sustainability of external
imbalances.
4. CONCLUSIONS
EU accession was preceded by a number of sig-
nificant changes in the economies of the ten new
Member States, largely associated with the process
of transition to market economies. The changes
that took place in these countries allowed substan-
tial progress to be made in terms of structural re-
forms and macroeconomic stabilisation, resulting
in nominal and real convergence vis-à-vis the
other EU countries. During this period, there was
an increasing integration of the new Member
States with the EU through the strengthening of
trade and foreign direct investment flows from the
EU to those countries.
Although this process made it possible to bring
the economies of both groups of countries closer
by the date of accession, the group of new Member
States still showed diverse characteristics from the
EU-15, and even significant differences amongst
individual countries. Therefore, heterogeneity
within the EU increased following the enlarge-
ment.
Despite the subsisting differences among coun-
tries, the major challenges posed to the new Mem-
ber States seem to stem, on the one hand, from the
need to consolidate progress made in terms of
nominal convergence and, on the other hand, from
the high public sector deficits. In addition, the
deepening of monetary integration with the EU, in
a context of high capital mobility, poses important
challenges to the management of economic policy
in the new Member States.
In order to overcome such challenges and pur-
sue a sustained trend of real convergence vis-à-vis
the other EU countries, it will be essential that the
new Member States safeguard the overall consis-
tency of their stabilisation policies and strengthen
fiscal, financial and monetary institutions.
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Box: RECENT EVOLUTION OF FOREIGN EXCHANGE REGIMES IN THE NEW MEMBER STATES
Accordingtothedefacto(1) classificationoftheexchangerateregimesadoptedbytheInternationalMonetary
Fund (IMF), and taking the year 2003 as a reference, the most rigid exchange rate policies were followed in Esto-
nia and Lithuania, that adopted a currency board regime against to the euro, the former since the creation of the
EuropeancurrencyandthelattersinceFebruary2002,whentheeuroreplacedthedollarasreferencecurrencyof
the exchange rate regime. In turn, the most flexible exchange rate policy was followed in Poland, that adopted a
free-floating regime in April 2000, after abandoning a crawling band regime with 0.3 per cent monthly devalua-
tion rate vis-à-vis a basket of currencies composed by the euro and by the dollar and with a ±15 per cent fluctua-
tionmarginofaroundcentralparity(2). In2003,theothercountriesfollowedintermediateexchangerateregimes
with different degrees of exchange rate flexibility. Latvia and Malta had pegs to currency baskets: Latvia to the
SDR since February 1994, and Malta to a currency basket made of the euro, the dollar and the pound sterling
since1999.HungaryandCyprusadoptedmoreflexibleexchangerateregimes.Thecentralparityoftheircurren-
cies was pegged to the euro, and the market exchange rate fluctuated within a horizontal margin of ±15 per cent.
ThisregimewasfollowedinCyprussinceJanuary1992,withacentralparitydefinedvis-à-vistheECU,priorto
1999, and a narrower fluctuation margin(3), while in Hungary it was introduced later, in October 2001, to re-
place the crawling band regime against the euro implemented in January 2001(4). In 2003, Slovenia followed a
crawling band regime in which the Slovene authorities maintained the exchange rate within a fluctuation mar-
gin around a depreciating trend. The width of the fluctuation margin and the depreciating trend are not known,
giventhat,sinceFebruary2002,theIMF’sdefactoclassificationoftheexchangerateregimeceasedtocorrespond
to the managed floating official policy. Finally, the Czech Republic and Slovakia adopted managed float regimes,
in which the authorities influence the exchange rate movements of the respective currencies without a
pre-determined path for the exchange rate and without a specific exchange rate objective.
(1) ThedefactoclassificationofexchangerateregimesmadebytheIMFisbasedontheanalysisoftheinformationavailableontheactualoperations
carried out by the countries within the scope of the exchange rate policy, and may therefore differ from the de jure classification based on the ex-
change rate policy officially announced by the authorities of each country.
(2) Up to March 1999, the monthly devaluation rate followed in Poland stood at 0.5 per cent and the fluctuation band around central parity was
±12.5 per cent.
(3) The horizontal fluctuation margin around central parity was widened in January 2001 from ±2.5 per cent to the present ±15 per cent.
(4) The exchange rate policy in Hungary underwent a number of changes in recent years. Since early 1999 and up to the end of 2000, Hungary fol-
lowed a crawling band regime against a currency basket composed of the euro and the US dollar, with an intervention margin of ± 2.25 per cent
around the central parity. The crawling-peg rate stood at 0.6 per cent per month, and was subsequently reduced to 0.5 per cent in July 1999, to
0.4 per cent in October 1999 and to 0.3 per cent in April 2000. As of early 2001, the central parity was defined vis-à-vis the euro alone and the
monthly devaluation rate was set at 0.2 per cent in April de 2001. In May 2001, still within the scope of the crawling band regime, the fluctua-
tionmarginaroundthecentralparitywaswidenedto±15percent.Finally,asofOctober2001,thecrawlingpegofthecentralparityagainstthe
euro was eliminated, leading to the present regime.